~ ARIT7 : & 


Established 1931 


E.T. Lynch & Co. Limited 


- DIRECTORS Members: The Toronto Stock Exchange 
Canadian Stock Exchange 


E. 7. LYNCH M. P. ROCHE 
Bea ecen Siveccwkes NATIONAL TRUST BUILDING 
H. J. PACHTER J. FORGET 10 VICTORIA STREET 
TORONTO 1, 
CANADA 


HOME OIL COMPANY LIMITE 
54% Convertible Subordinated Debentures 


due December 1, 1984 


An Interesting Canadian 
Convertible Bond 


Prepared by: 
W. Stewart Weaver, B.Com. 
Research Director. 


TELEPHONE 
362-1531 


TELEX 
02-29279 


October 1967 


Pin: 


Mie vin fom ee 


HOME OIL COMPANY LIMITED 
545% Convertible Subordinated Debentures 


Due December 1, 1984 
Current Market - $118 ($1180 per $1000 bond) 


Yield - 4.03% - calculated as a bond yield? 
4.66% - calculated as a stock yield 


It would seem that the higher calculated yield of this bond is 
probably closer to reality. The current bond price bears a more 
direct relationship to its conversion feature rather than the 
interest rate structure. 


CONVERSION PRIVILEGE 


Each $100 bond is convertible into 5 Class 'A‘ Shares ($20) to 
maturity. (This is an excellent conversion feature, but its 
real value is no better than Home Oil's Class ‘'A' potential.) 
Tey 

Home Oil '‘'A' 


sells at Convertible Bond Value 
$20 $100 
22 NaS) 
24 120 
26 130 
28 140 
30 150 


SIZE OF ISSUE 


There were $20.5 million outstanding 54% Convertible Bonds as 
at December 31, 1966. (The size of this issue would indicate 
reasonable marketability. ) 


ISSUE DATE - December 11, 1964 

SINKING FUND 

This bond is callable for sinking fund purposes at Par plus 
accrued interest beginning December 1, 1969 to maturity from 
amounts of $650,000 minimum up to $1.3 million maximum. 


(This aspect of the bond represents meaningful support only 
if they are near Par. Any bond called can be converted.) 


SECURITY 
These debentures are a direct obligation of the Company, but 
are not secured by any lien, charge or mortgage. Theoretically, 


the book value of this bond approximates $165 per $100. This 
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value is only meaningful upon liquidiation and at that time it 
would be found that the specific assets of the other outstanding 
bonds would considerably alter the above estimated book value. 

It would seem however, that the value of the conversion feature 
of this bond would more than overshadow many of its other aspects. 


REDEEMABLE 


This bond issue can be redeemed at the Company's discretion on 
December 1, 1967 at $104.60 plus accrued interest. This price 
declines 30¢ per annum to par by maturity. (This is a keypoint 
in determining if any premium on this bond is merited.) 


BOND REDEMPTION POSSIBILITIES 


The possibilities of forcing conversion of this bond seems 
very realistic and therefore, such risks do not seem to justify 
a generous premium at current prices. 


1) The first part of this hypothesis is based on Home Oil's 

history of convertible bond indebtedness. 

- The $7.5 million 5% convertible bond of July 1, 1971 was 
issued July 1, 1956 and called July 7, 1958 at $104.25. 

- The $6.5 million 53% convertible bond of December 15, 1971 
was issued December 15, 1956 and called November 3, 1964 
at $102.95. 

- The $20 million 6% convertible bond of January 15, 1975 
was issued January 15, 1960 and called December 30, 1963 
atyslO4e50: 


Past decisions to force conversions did not appear motivated 
by lower interest rate refunding. There seemed no concern 
over paying a premium nor the fact that the long term issue 
bond had been outstanding a short time. 


2) The current capital structure of Home Oil comprises 


$ % 
Funded Debt 86.6 million 5425 
Deferred Income Tax 16.3 x LOR 
Shareholders Equity 56.0 * 30 e5 


boowoy million) 7100.0 


After conversion of 54% Convertible Bonds 


$ % 
Funded Debt 66.1 million 41.6 
Deferred Income Tax EO iz a Ove 
Shareholders Equity TASER: i 48.2 


158.9 million 100.0 
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The above figures showing Home Oil's current capital structure 
indicates that the funded debt is quite top heavy when future 
possible plans are considered. It is the intention of Home 
Oil to develop their gas acreage in England including their 
sizeable off shore acreage. Amounts ranging from $100 -— $200 
million have been estimated for this project. 


It might also be noted that Home Oil owns 1,291,885 shares of 
Trans-Canada Pipe Lines. This represents approximately 17% 

of TCP's stock. It is also noted that Canadian Pacific Invest- 
ments (holding company for CPR) owns 1,162,752 shares which 
represents approximately 16% of TCP's stock. It would seem 
logical that one or the other is destined to control Trans- 
Canada Pipe Lines. If Home Oil should ever contest this control 
considerable funds would have to be raised. 


CONVERSION FEATURE ANALYSIS 


As a rule the premium of a convertible bond is no better than 
the stock into which it is convertible. In the case of Home 
Oil we shall now examine their common shares. 


Common Shares - Class '‘A' 2,686,483 (Non-voting) 
Class) 'B' 245407355 (Voting) 


Both are alike for all intent and purposes and differ only to 
the extent that the Class 'B' shares are voting. 


Control of the Class 'B' shares is vested in one of Home Oil's 
subsidiaries (275,506) and Cygnus Corporation (979,265). 


Assets of Company 


Home Oil's interests include large oil, gas and sulphur 
reserves, as well as substantial oil/gas acreage in Western 
Canada and England. 


The Company has a major investment in Trans-Canada Pipe Lines 
(17%) and Calgary Power (10%). They also own two oil pipelines 
and have interests in several gas processing plants. 


Digitized by the Internet Archive 
_ In 2023 with funding trom. 
_ University of Alberta Library — 


https://archive.org/details/ETLyOOOO 1967 


Asset Vaiue Analysis - based on December 31, 1966 Financial 


Statememts sn ere eat 


(Figures in millions) 


Oil reserves: 233.9 million bbls @ 80¢/bbl SiS7) el 
Gas reserves: 779.8 million mcf @ 4¢/mcf cpl, 
Sulphur: 1.26 million tons @ $20/ton 25 12 


Depreciated fixed assets - building, plant and 

equipment (book value $10.4 million) Sy? 
Oil and gas rights - 3.1 million acres @ $l/acre Shah 
Working capital Geil: 
Investments: 


Trans-Canada Pipe Lines 1,291,885 shs @ $30/sh 38.8 
Calgary Power 526,875 shs @ $25/sh 13.2 
Other investments - book value 4.8 
$314.7 

Less: Bond indebtedness $86.6 
Deferred income taxes Lows 102.9 
Total Asset Value of all Common Shares Sean ha by Sts} 


Asset Value per share (before conversion 
of 54% debentures ) $40.52 


Asset value per share (after conversion 
of 54% debentures) $37.14 


Investment Interests 


Trans-Canada Pipe Lines - Every $1.00 change to the price of 
TCP shares is equal to an intrinsic price change of 24¢ per 
share of Home Oil 'A' and 'B' before conversion of the 5% 
convertible debentures and 20¢ per share after conversion. 


Calgary Power - Every $1.00 change to the price of CP shares 
is equal to an intrinsic price change of 10¢ per share of 
Home Oil 'A' and 'B' before conversion of the 5%% convertible 
debentures and 8¢ per share after conversion. 
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Pertinent Statistics 


Year Gross Reserve Earnings * Cash Flow Dividends 
(millions) (per share) (per share) (per share) 
1967 $23.0 est $1.05 est** $2.20 est** 5$.50 


88 est *** 1.85 est*** 


1966 Pp a Behe) 2eteo nS) 9) 
L9G 20.1 1.08 2.26 ZOO 
1964 DOr a9 2203 Ah) 
1963 14.4 -48 ope s20 
1962 (bean e =30 ecko 720 
1961 ales) AS: 1202 «20 
1960 Dao 70 pe 225 


* Exclusive of special credits. 
** First 6 months figures of 1967 showed earnings of 48¢ 
per share and a cash flow of $1.09 per share. 
*** Assuming full conversion of 54% debentures. 


There is no exact price/earnings ratio or cash flow ratio for 
Oil companies. Traditionally they demand higher ratios based 
on their oil and gas reserves as well as asset value. It will 
be observed that Home Oil has experienced a solid growth rate 
in gross revenue which was reflected in earnings with the 
exception of 1966. In that year unusual wild cat exploration 
write-offs hampered the trend. The low dividend reflects a 
conservative policy of reinvesting a large percentage of 
earnings. 


Home Oil's Future 


Home Oil has many important assets which provide the key to 
their future. These would include: 


- Development of the large English gas acreage where a major 
gas discovery was made in 1966. Expenditures of $100-200 
million have been considered beginning in mid 1968 based 
on early drilling results. 


- Development of the land holdings in Western Canada particu- 
larly in the Zama, Bistcho and Rainbow Lake areas. 


- The investment in Trans~Canada Pipe Lines may be increased 
to secure more definite control or else decreased to raise 
funds for development of their oil and gas properties 
particularly their English holdings. 
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- The prorationing scheme in Alberta, which goes into effect 
in 1969, will permit increased production and thereby aid 
earnings. 

Technical Comments of Home Oil ‘'A' 


Home O11) 'A" 4 $23 


Listed - Toronto, Vancouver, Calgary, Montreal, American and 
Pacific Coast Stock Exchanges. 


Pertinent Market Statistics 


High - Low 
Mid 1964 - 1967 Spay) $16 period of consolidation 
Early 1964 —- Mid 1964 a3 12 price advance 
Early 1962 - Early 1964 16 9% period of consolidation 
1960 - Early 1962 16 7 price advance 


Home Oil 'A' appears to be in a very definite long term bullish 
trend as indicated by important support at $18. Over the last 
2% years this stock has been consolidating in a strong broadening 
pattern (upward sloping inverse head and shoulders). This type 
of pattern is normal considering the 1964 price move from $12 
to $23. It is also to be noted the past technical history of 
Home Oil has been characterized by one long period of consoli- 
dation after another. A major price breakout would occur at 
$27. This would suggest the beginning of a 50% price move 
similar to the 1964 price advance. At current market levels 
Home Oil ‘A' ($23) would appear relatively attractive. There 
is major long term support indicated between $18 - 20 inferring 
minimal Gownside risk. The stock should receive additional 
support at current levels as it has recently crossed its 200- 
day moving average at $22. 


CONCLUSION 


In our analysis of the Home Oil 5%% Convertible Bonds we have 
discussed one of Canada's relatively attractive convertible 
bond issues. We have discussed its positive conversion features 
and at the same timé we have pointed out the realistic possi- 
bilities of a forced conversion thereby minimizing any premium 
over conversion. 


It would be unrealistic at this time to suggest that this is the 
time to buy these bonds or that this is the ideal price. We 
have instead presented the background analysis from which to 
base future decisions. 


Ch i Se 


Convertible bonds have the best of two sides of the investment 
world, the fixed income aspects as well as senior financial 
status of the bond market and at the same time possessing the 
capital gains aspects of the stock market. 


Currently, we are facing a bond market that has been falling 
under the pressures of higher interest rates and a relatively 
strong stock market. Each have a different connotation to the 
real investor. 


First, the bond market having fallen considerably is probably 
not too far from its bottom. Positive investment decisions here 
will be based on a reasonable period of interest rate stability 
(perhaps 3 to 6 months) from which stronger prices will likely 
emerge as interest rates begin to recede. This period of 
historically high interest rates is in our opinion the result 

of unequalled monetary mismanagement by governments in which 
fixed income holders have been victimized by the serious results 
of declining purchasing power of the dollar through inflation. 
If a sincere effort is not made to correct this situation we 
may go through a period of several years of justifiably high 
interest rates. 


Secondly, the stock markets in Canada and the United States 

have recovered substantially following the 1966 price collapse. 
If we are to believe that stocks are a hedge against inflation 
then the price rise has been justified and accordingly, resource 
stocks like Home Oil are extremely attractive. Over the short 
term, however, most stocks (with high labour content and/or high 
funded debt capital structures)have exceeded what might be 
termed healthy moves. Therefore,should the stock market recede 
the majority of:stocks will experience excessive pressures. 


In the case of Home Oil's 54% convertible bonds we have presented 
a bond that bears watching. Should Home Oil ‘A’ hold current 
prices ($22-23) for the next few months, or recede to its long 
term trend line around $18, the bonds and/or the stock could be 
considered a "buy". Likewise, if interest rates base out in 

the next 6 months then the bonds can be considered a "buy". 


While we like this Home Oil bond we advocate caution at this 
time as it is selling at a substantial permium ($118). The 
$105 to $110 level in our opinion could be considered an ideal 
buying range. 


The information in this study has been obtained from sources 
believed to be reliable, but its accuracy and completeness and 
the opinions based thereon, are not guaranteed. 
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